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The Acccunting and Auditing Act of 1950 required GAC to
give ccnsideration to the effectiveniss of agency internal audit
in carrying out its audit responsibilities. Internal auditors
nearly alvays pay their own way many times over iv perfcraing
audit wvork that leads to recovery of cverpayments frunm grantees
apd contractors, adoption of more efficient and eccncaical vays
ot conducting agency operations, and tightening of controls over
cash and other assets tc make fraud &nd abuse sore difficult.
Currently, auditing includes reviews for ccampliance with laus
and requlations, reviews to determine whether an agency is doing
its job effectively and economicalily, and reviews tc detersine
vhether the objective of prograss are being met. H.h. BSE8
should be modified to clearly indicate that vhe audit function
of each Inspector General should not ke sulocdinated tc the
investigative function. Shifting extenszive rescturces avay froa
audit work to investigative work is mot likely to ke bencficial
to the Government. In addition, auditors can ard do detect fraud
and abuse although that is not the prisary purpcse cf their
vork. The concern is that some Inspectcrs General will not use
auditors to provide balanced audit coverage but rather will
narrov the scope of their work to audits desigped cnly to detect
fraud and abuse. Suggested modificaticns tc H.R. 8588 invclve:
the title of Inspector General, the qualifications of the
Assistant Inspectors General. definiticns cf the terams ®audit"®
and "investigation," definition of duties and respcasikilities,
and sukbmission of semiasnual reports. (RRS)
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UNITED STATES SENATE
CONCERNING H.R. 8588, A BILL TO
ESTABLISH AN OFFICE OF INSPECTOR GENERAL
IN VARIOUS FEDERAL DEPARTMENTS AND AGENCIES

Mr. Chairman an” ¥embers of the Subcommittee:

I appreciate the opportunity to appear before the Subcommittee
to present the views of the General Accounting Office on H.R.
8588, a bill which would establish an Office of Inspector General
within various Federal departments and agencies.

With me today are Mr. George L. Egan, Assistant Director,
and Mrx. John J. Adair, of our Financial and General Management
Studies Division.

SUMMARY OF THE TESTIMONY

I want to say at the outset, Mr., Chairman, that GAO strongly
supports the basic concepts of H.R. 8588. However, we believe
the bill should be modified to clearly indicate that the audit

function of each Inspector General should not be subordinated



to the investigative function., In my testimony tcday, I will
discuss GAO's relationship with Federal internal audit, including
our efforts to strengthen the Federal audit capability, and

our views on the need for balanced oversight of Federal agency
programs to provide not only for fraud detection, but for the
more traditional areas of audit involvement. I also will make
some suggestions for changes in the Inspéctor General legislation
which we believe will make the bill even more beneficial to

the government's interests.

GAO'S RELATIONSHIP
WITH INTERNAL AUDIT

GAO's involvement wich Federal internal audit goes back
some 28 years, Mr. Chairman, to the Accounting anég Auditing Act
of 1950. That act requires us to give consideration to the
effectiveness of agency internal audit in carrying out our own
audit responsibilities. Over the years, we huve ralied increas-
ingly on the work of internal auditors., In fact, it is standard
policy for GAO auditors to obtain relevant reports and working
papers prepared by ageacy internal auditors before we undertake
a review in an agency. In many instances this enables us to
significantly reduce the scope of our own efforts, saving us
both time and resources in the accomplishment of our objectives.

Since we frequently rely on the work of internal auditors,

we must, from time-to-time, make comprehensive reviews of each



agency's internal audit system. Within the past 3-years we

have issued more than 30 reports to heads of agencies and to

the Congress on internal audit operations. 1In fact, our most re-

cent report was issued on June 6th, to you, Mr. Chairman. I will

have more to say about how that report impacts on this legislation
in a moment.

Tn our work, we have found that internal auditors nearly
always pay their own way many times over by performing audit
work that leads to:

--recovery of overpayments from grantees and contractors,

--adoption of moré efficient and economical ways of con-

ducting avency cperations, and

--tightening of controlz over cash and other assets to

make fraud and abuse nore difficult.

I do not have complete figures on what internal auditors
have saved or recovered for the governrent over the years, but
from the work we have done in examining internal audit, I
would estimate that it runs into many billions. These recoveries
and savings have occurred even though agencies do not always
take full advantage of internal auditors' work.

BALANCED AUDIT COVERAGE BY
INSPECTORS GENERAL 15 NEEDED

The 1950 Accounting and Auditing Act also required the
Comptroller General to acsist Federal agencies in the development
of their internal audit capabilities by establishing basic prin-
ciples and concepts which the agencies could follow. We provided
that guidance in the 1950's, Mr. Chairman, 223 &3 the scope of
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auditing has changed over the years have ipdated those prin-
ciples and concepts. In the 1950's, must internal audit coverage
was directed almost entirely toward Zinancial reviews. Today,
auditiiy includes reviews for compliance with laws and regulations;
reviews to determine whether an agency is doing its job in

the most economical andAéfficient manner; and rev.ews to determine
whether the objectives of the programs authorized by the Congress
are being met. We issued "Standards for Audit of Governmental
Organizations, Programs, Activities & Functions" in 1972 pre-
scribing this type of audit scope, and supplemented those
standards by specific guidance to internal auditors in 1974.

This oroader scope of audit:ing in no way diminishes the need
for financial audit coverage, including reviews to detect fraud
in Federal programs. GAO is very much aware of the suscepti-
bility cf Federal programs to this nroblem. These programs
involve so ruch money and s0 many people and institutions
that the opportunities for defrauding the government are
extensive. Our office will soon be issuing a report on the
problem of fraud in the Federal Government, and the actions
which we believe are required by agencies to identify fraudulent
activity as a basis for establishing the level of resources
needed to combat fraud.

In view of the extent of fraudulent activities that have
surfaced in recent years, we believe the organizations created
by this bill should devote a portion of their audit efforts

to detecting fraud. However, to provide maximum benefit to



the government, these organizations must maintain a balance
among the types of audits I menticned earlier--financiai, com-
pliance, economy and efficiency, and program effectiveness--in
addition tc those hﬁving fraud detection as the objective.
OQur reviews have disclosed an already serious lack ¢f financial
auditing in the major departments and agerncies. In the past
2 years, we have performed 7 reviews to determine the 2xtent
of internal financial auciting at the Departments ¢f Labor,
Agriculture, Justice, Intarior, and Housing and Urban Development
and the Veterans Administration and the National Aeronautics
and Space Admir.istration. In most of these reviews we found
a need for much more financial audit coverage.

Moreover . Mr. Chairman, the report wes issued to you on
June 6th, stated *hat 133 goverrmental units, with annual appro-
priations in excess of $20 billion, told us they had not re-
ceived a financial audit during fiscal years 1974 through 1976--
a poor record at best. As I will explain more fully latex, this
financial audit coverage is as essential to the control of Lraud
and abuse as investigatory work.

ROLE OF AUDITING IN
PREVENTING AND DETECTING FRAUD

You may be wondering, Mr. Chairman, why GAO believes that

the Offices of Inspectors General established by this bill will
use “aeir 2uditcrs extensively for investigative work, and

what is wrong with such an approach. In response, I would

refer you to the bill itself, with its nume.ous references to
fraud and abuse, and to the Congressional Record of April 18th.,
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the date H.R. 8588 was approved by the House of Represen-
tatives. During House dcbate on the bill, Congressman after
Congressman rose to praise the bill on the grounds that it
would create Offices to detect fraud in the Federal Government.
The message the preseunt Inspectors General are getting from
the bill and from reading the Congressional Record is that
their Offices are to be used p~imarily to detect fraud and
abuse in the Government. We are already Yeceiving indications
from Federal auditors around the country that they are being
used extensively--in some cases almost exclusively--for that
purpose.

There are many, Mr. Chairman, who will favor using most
of the audit resources of the Inspector General for investiga-
tive work. 1In our judgment, shifting extensive resources away
from audit work to investigative work is not likely to be
beneficial ¢o the Government. Wwhat will be lost will be the
benefits of auditors' suggestions for improving governmental
efficiency and economy, vecovery of overpayments to contrac-
tors and grantzes, and identification of ineffective activities
and programs.

Further, much will be lost in the control of fraud and
abuse itself if financial auditing in Government is diminished
below its present minimal levels. We all want to prevent fraud

and abuse from happening. One major way of doing this



is to set up a system of checks and balances, what we accountants
call internal control, that will make it difficult to defraud
or embezzle. The responsibility for maintaining an effective
system of internal control is one that must be shared by agency
management and tlie internal auditor. Our "Standards for Audit
of Governmental Organizations, Programs, Activities & Functions"
state that it is management's responsibility to institute adequate
procedures and controls to prevent irreqularities and improprieties,
and to encourage adherence to adopted volicies and prescribed
requirements. The role of the internal auditor is to test manaye-
ment's procedures and controls to see whether thay are working,
and if not, to suggest ways to make them work. The auditor mustc
be alert for situations or transactions that cocn” - me indi-
cative of fraud, but managemeni's internal control system must be
the first line of defense.

We recognize the deterrent effect that occurs when those
with opportunity to commit fraud or abuse see others caught and
punished. The likelihood of detection and punishment is a
strong deterrent. We believe, however, that a two-fold approach
is needed--strong internal controls to make fraud and abuse
difficult, and a good investigatory system to provide a strong
likelihood that offenders will be caught and punished.

I might also mention that auditors can and do detect fraud
and abuse although that is not the primary purpose of their
work. When auditors find irregqularities that indicate fraud

or abuse may exist, it is rather common practice to call in the



investigators to fix the blame and develop a sound legal case
against the perpetrator. 1In fact, the mere presence of a
capable internal audit organization in an agency helps to
pravent fraudulent activity. The knowledge that auditors will
be examining transactions of a program or function in the near
future is often enough to deter those who would perpetrate frauad.
Our concern, Mr. Chairman, is that some Inspectors General
will not use auditors to provide balanced andit coverage
but will narzow the scope of their work to audits designed
only to detect fraud and abuse. 1If this happens, agency managje-
ment will lose the broad scope of services that qualifiead
internal aditors can provide. We have a number of suvggestions
for modifying H.R. 8588 tu nhelp insure that the audit function
is not sukordinated to the investigative function in this
manner .

SUGGESTED MODIFICATIONS
TO THE BILL

The first change involves the title, "Inspector General,"
which we believe should be broadened to "Office of Inspector
and Auditor General." The present title suggests the Inspector
General has the investigative function, but does not indicate
his responsibility for the full scope of audit, including audits
to determine financial integrity and compliance with pertinent
laws and regulations, audits to identify inefficiencies or
wasteful practices and audits to assess effectiveness in achie-
ving program goals. We are concerned that unless the inves-
tigative and audit functions are given equal emphasis in the
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title, the audit structure of the affected ageicies could be
weakened. We believe the name change we have suggested would
retain the impact of the title, "Inspector General," while
indicating that this official is also responsible for audit.

Second, we believe the qualifications of the Assistant
Inspector General for Audit, and feor Investigation, should be
spelled out in the bill as is done for the Inspector General
and Deputy Inspector General. These officials will be cespon-
sible for the day-to-day operations of the office, and they
should possess backgrounds and qualifications appropriate for
their positions.

Third, we believe the "Definitions" section of the bill
should define the terms "audit" and "investigation", and that
the definition cf audit should include the full scope of
financial and compliance, economy and efficiency, and program
effectiveness as set forth in our "Standards For Audit Of
Governmental Organizations, Programs, Activities & Functions."

Fourth, the secticn of the bill entitled "Duties and Respon-
sibilities" should clearly state that one of the duties of the
Inspector General is to conduct the full ccope of audits, as
set forth in the amended "pDefinitions" section, so there is
no mistake as to the intention of the Congress that traditional
audit activities are to be conducted, and audit resources are not

co be used exclusively for detecting fraud ard abuse.



COMMENTS ON CHANGES DPROPOSED
BY SUBCOMMITTEE OSTAFT

Earlier this week, I received a letter from you,

Mr. Chairman, requesting that I comment on language drafted by
the 3ubcommittee staff which you are considering adding to the
bill to strengthen and clarify the portions dealing with
auditing and accounting.

We have reviewed the proposed changes, and endorse each of
them. Two of them--the need to define the terms "audit" arnd
‘investigation", and the need to clearly state that the Inspec-
:ors General are :9 conduct the ful' scope of audits--are
virtually identical to what I have proposed today.

We also agree with the change which would add the term
"affectiveness" whenever the terms "economy and efficiency"
are mentioned in the bill.  This helps to make it clear that
program effectiveness reviews are to be a responsibility of
each Inspector General.

Two of your staff's proposed changass involve the Comp-
trolier General's "Standards for Audit of Governmental Organi-
zations, Programs, Activities & Functions." One would have the
Inspectors General comply with these standards in carrying out
their responsibilities, and the other would require them to
take steps to assure that all work performed by non-Federal
auditors is in accordance with the standards. We strongly
support these changes. The Comptroller General's Standards

are well known to the audit community, and have been recommended
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for use by Federal auditors by the Office of Managewent and
Budget in their circulars. Putting these requirement into the
law, I would think, would therefore not be objectionable to

the Inspectors General because the standards have been

followed by most Federal audit organizations fcr the past several
years.

The final proposed change would have Inspectors General
submit semiannual reports to the Congress describing the financial
audit work they have performed, and their opinion on th.  ide-
quacy of the financial accounts and records that were audited.

In view of the lack of financial auditing disclcsed ir our

June §th report to you, Mr. Chairman, and in our own previous
reviews, we think it a goud idea to have such reports submitted.
As we interpret it, the opinion reandered by the Inspectors
Genexal woutld be their assessment of the accuracy and condition
of the financial accounts and records audited by their Offices
during the 6-month period, good or bad. This would help the
Congress to get a better composite picture of the condition

of the Federal financial system.

Mr. Chair .an, this concludes my prepared statement. My
colleagues and I will be pleased to respond to any questions

you or other members of the Subcommittee may have.
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